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SIGNIFICANT CHANGES have taken place in
agricultural lending during the past three
decades. As a result of improved communi-
cations and better information, many farm-
ers now have access to national credit mar-
kets; they are no longer confined to purely
local sources. Also, many lenders besides
commercial banks now make credit availa-
ble to farm operators.
Despite these changes,
commercial banks continue
to be an important source
of agricultural credit. Data
collected in the 1960 Sam-
ple Survey of Agriculture
conducted by the Bureau of
the Census showed that
about a fourth of all farm
debt was owed to commer-
cial banks. Other agencies
cooperating in the 1960
Sample Survey were the
Department of Agriculture,
the Farm Credit Administration, and the
Federal Reserve System.
However, according to one of the findings
of the Survey as reported in the December
1962 BULLETIN, farmers who used banks
as a major source of either real estate or
non-real-estate credit made relatively little
use of the banks' ability to extend both kinds
of credit. Although banks can tailor credit
terms to fit individual needs, it is apparent
that farmers were using banks for either
major real estate credit needs or for shorter-
term credit—but not for both. Further-
more, while banks expanded their outstand-
ing farm real estate and non-real-estate loans
by 86 and 88 per cent, respectively, in the
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years 1953 through 1962, other institu-
tional lenders as a group experienced
larger percentage increases in both types of
credit during this period.
It is not clear why this has happened.
Have bankers found the competition from
other lenders—both governmental and non-
governmental—too keen? Are farmers find-
ing that their credit needs
can be filled more easily or
at better terms by other
lenders? Are other lenders
more aggressive in seeking
farm business? Are other
lending fields more profit-
able? Are agricultural cred-
its becoming so compli-
cated that bankers are
avoiding them?
Or is the attitude of the
bank supervisory authori-
ties in any way responsible?
For example, it came as an
unpleasant surprise to be informed recently
that numerous bankers are reluctant to ex-
tend farm production credit except at short-
term because they think that Federal bank
examiners would disapprove of longer-term
production loans. This belief is particularly
unfortunate, for intermediate-term credit—
extended under a carefully worked out plan
—often can be the most useful type of credit,
in that it can be used by the borrower to
improve his land, or acquire more stock or
machinery. The loan then can be repaid
from the increased earnings these improve-
ments should enable him to achieve.
Commercial banks, because of their im-
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portant role in agricultural lending, should
lead in developing ways in which such credit
can be extended safely to those borrowers
who can use it to advantage. Once such new
approaches have been developed, bank ex-
aminers must appraise not only the risk in-
volved in single loans but also determine
what is the risk in the more comprehensive
lending programs.
The discussion in this paper is mainly de-
voted to the problems the farmer and the
banker will have to solve in arriving at mu-
tually satisfactory programs for intermedi-
ate-term production credit and those the
bank examiner will face in assessing such
credits. This is a relatively new and grow-
ing type of agricultural credit. Thus the prin-
ciples involved are less familiar than those
long used in advancing short-term credit for
current operations or long-term credit for
the acquisition of real estate.
PURPOSE OF INTERMEDIATE-TERM
CREDIT
In extending loans to farmers, either to the
successful operator or to the striving young
farmer whose background and training indi-
cate ability to manage a successful opera-
tion, lenders vary the maturities of the loans
depending on the use for which the funds
are advanced.
It is usual to advance short-term credit
for current operating expenses, with the loan
to be repaid when the crops or livestock on
which it is extended are marketed. Long-
term credit now is used generally to finance
the purchase of real estate, and its repay-
ment tends to depend on net earnings
derived over a period of years.
Between these types lies intermediate-
term production credit, which is extended
for periods of from 1 to 7 years. It is used
most often for purchasing assets that have a
productive life of more than 1 year. These
loans are most desirable when they are used
for improvements such as increasing soil
fertility and new livestock facilities; more
livestock; fencing, ditching, or irrigation im-
provements; and machinery and equipment.
The purpose of these programs of improve-
ment or expansion is to increase the earning
capacity of the farm, but the increase in in-
come may not be forthcoming for some time.
Thus when a banker makes a loan of this
type, in all probability he is establishing a
relationship between himself and the bor-
rower that may continue for a number of
years.
The total capital involved may be large.
Studies of improvement programs carried
out on individual farms over a period of
years reveal that their cost frequently ex-
ceeds the original investment in real estate
and non-real-estate assets. Farmers and
ranchers who can borrow and repay such
debt and be in a better financial position
after having done so should be able to obtain
credit from their commercial banks.
According to Glenn E. Heitz, Deputy
Governor and Director of the Cooperative
Bank Service, Farm Credit Administration,,
the following are what farmers want from
their source of credit:
1. An understanding, permanent, and
dependable source of credit.
2. A credit plan that fits the farm plan
by providing the right amount of money
when needed and scheduling repayments
when products are marketed.
3. A credit plan that charges interest on
money only when it is actually used.
4. A credit plan that permits farming ac-
cording to sound management practices.
Although intermediate-term credit is of
extreme importance to agriculture, it is also*
the most difficult credit for bankers to ex-
tend and for examiners to appraise. Never-
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theless, many banks are making such loans,
and examiners are finding such loans to be
sound credits appropriate for the loan port-
folios of banks.
TECHNIQUES OF LENDING
A study of successful intermediate-term
credit programs—such as those cited in
1957 by the Agricultural Commission of the
American Bankers Association in a pam-
phlet, Intermediate-Term Bank Credit for
Farmers—reveals that there are no easy
general solutions to intermediate-term credit
programs for farmers. Such programs
usually involve a complexity of credit ad-
vances, notes, collateral instruments, debt
consolidations, and sharp fluctuations in
credit demand that are difficult to foresee.
If improvement or capital investment pro-
grams are to be successful from the view-
points of the borrower, the lender, and the
public authority—that is, the bank super-
visory bodies—certain determinations must
be made by the lender with the full coopera-
tion of the borrower.
First, the lender must be able to estimate
how much the earning capacity of the farm
will increase after the capital investment pro-
gram is completed. Second, he must be able
to determine when the program will be com-
pleted and, more important, when the in-
creased earnings will be forthcoming. Third,
he should be able to determine how much
higher the market value of the farm will be
on completion of the program.
Bank examiners and most bankers agree
that it is good business to take a mortgage
from a borrower. But bankers can be
lulled into a false sense of security by the
mortgage and be tempted to advance more
than they should on the basis of this security
alone. Repayment of intermediate-term
credit should always come from earnings,
not from capital. Consequently, an analysis
of cash flow is important. Depreciation is an
important factor in such flows. As the invest-
ment in machinery and equipment increases,
depreciation charges become a source of
funds to be taken into account when assess-
ing repayment capacity.
Because the risk in extending intermedi-
ate-term credit is greater than in many other
kinds of credit, lenders must be certain to
obtain all the information they need to serv-
ice these loans properly. As with all business
loans, both borrower and lender must keep
a necessary minimum of records.
Having agreed that a farm business has
enough future to justify a loan, the bank
should start a credit file. This file should con-
tain mortgages, annual operating state-
ments, annual financial statements, and
comments about the borrower's progress as
determined periodically in discussions with
the borrower. These should be obtained not
for the convenience of the bank examiner,
but because they are essential if the increas-
ingly complex and larger credits required
by agriculture are to be made on a basis
satisfactory to the borrower and with mini-
mum risk for the lender.
Sometimes the lender will be taking a cal-
culated but greater than normal risk. If so,
he may wish to reduce the risk by shorten-
ing the term of the loan.
Should the lender think that he can make
a loan only on an annual basis, he should
give the borrower a written statement indi-
cating what the conditions for its renewal
will be. For when a lender merely assures a
borrower that his loan will be extended if
everything is "satisfactory" when the loan
falls due, the arrangement is one-sided. Who
can blame the borrower if he wonders
whether "satisfactory" may be decided by
the convenience and needs of the lender and
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whether his own needs may receive little
consideration? Generally speaking, if a loan
can be made, it can be made on terms cor-
responding to the repayment expectations.
After the loan has been made, each year's
performance should be discussed with the
borrower. This is a job for which a bank
agricultural representative is ideal. During
such an annual interview, the farmer's needs
for the forthcoming year can be discussed,
a financial statement obtained, and a deter-
mination made of the farmer's progress.
The results of the interview should be
placed in the borrower's credit file for use
by the bank and the bank examiners. When
such information is available, banker and
bank examiner probably will be fairly well
in agreement on the progress of the loan.
Commercial banks are unique in that they
can accommodate all a farmer's borrowing
needs, provided loanable funds are available
and the lending limit is adequate to serve the
borrower's needs. There are advantages to
both lender and borrower if the farmer can
obtain what is often referred to as "package
credit." Too often a sound short-term financ-
ing arrangement has been seriously jeop-
ardized by an intermediate-term financing
arrangement entered into elsewhere, or vice
versa. Examiners look on such split financ-
ing arrangements with a skeptical eye. Ex-
perience has taught them that the risk is
greater for both borrower and lender under
such conditions than where one lender ex-
tends both of these types of loans under a
comprehensive plan.
NEED FOR MANAGEMENT SKILL
In addition to all the mechanics involved in
financing agriculture, lenders must take into
consideration the changes taking place in
agriculture. The number of farms continues
to decrease while the size of operating farms
steadily increases. From 1950 to 1962 the
number dropped by 2 million, or 37 per
cent.
Many of the farms that have been or will
be consolidated into larger, more economic
units are ones that return so little income
that orderly repayment of even a modest
debt is impossible. Technological advances
and the rapidly changing size and scale of
commercial farming operations have greatly
widened the differences in the earning capac-
ity of both farms and operators.
Individuals that operate small farms—
whether small in acreage or in income—fall
into three groups, whose needs differ. First,
there are the elderly farmers who do not
wish to change occupations or take on added
responsibilities. They have accumulated
some net worth, a portion of which may be
liquidated gradually to supplement their
other income. Anyone lending to them
should realize that repayment of the loan
will be slow, with liquidation of assets fre-
quently the ultimate source of repayment.
A second group consists of younger farm-
ers who do not have the managerial ability
necessary to operate a farm large enough to
provide more than a meager existence. For
some, part-time employment off the farm
might be a solution for their need for addi-
tional income. For others, their best inter-
ests might be served if they seek full-time
employment elsewhere. Extending credit to
such farmers is risky and indeed may well
result in the borrower losing whatever equity
he already had.
The third group consists of young farmers
who are now eking out a living on small
units but who have the managerial ability
necessary to operate on a larger scale. These
farmers may need more land, either owned
or rented; more machinery and equipment;
or perhaps more livestock. Lenders can ad-
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vance soundly based credit to these operators
so they can enlarge or alter their farm pro-
grams and thus obtain a more efficient utili-
zation of labor and equipment and a greater
gross and net income.
Bank examiners know that bankers have
always considered a farmer's managerial
capacity when granting credit. Often exam-
iners have refrained from criticizing some
apparently weak loan when a banker stated
that the operator had considerable man-
agerial competence. However, the changes
taking place in agriculture emphasize the
necessity of taking an even greater account
of the personal factor in future financing;
they have placed a premium on managerial
competence. Lenders must be able to iden-
tify those loan applicants who can build a
profitable farming operation with the aid of
credit and those who lack the necessary
ability.
Farming has changed from a "way of life"
to a "way of business," and farm credit must
be treated like business credit. Good char-
acter, a willingness to work hard, and un-
encumbered assets are still required as bases
for loans to young farmers. However, of
equal if not greater importance are technical
skill, business acumen, and the prospects for
income adequate to permit repayment of
debt after provision for living expenses—al-
ways the first lien on income. There is no
gain to lender or borrower in granting credit
or expanding the capital resources of a
farmer who cannot use it to produce a rea-
sonable return.
Occasionally loans, apparently advanced
on a sound basis, will become troublesome—
perhaps because the banker misjudged the
borrower's ability, but perhaps due to cir-
cumstances beyond the borrower's control,
incomplete planning by lender and bor-
rower, or for other reasons. From these
troublesome loans we can learn and improve
lending techniques for extending intermedi-
ate-term loans.
BANK EXAMINERS AND PROBLEM LOANS
What basis is there for the impression some
bankers have that bank examiners dis-
approve of the extension of intermediate-
term credit?
In 1957 the three Federal agencies re-
sponsible for the supervision of banks—the
Office of the Comptroller of the Currency,
the Federal Deposit Insurance Corporation,
and the Federal Reserve System—reached
an agreement on the criteria to be used in
appraising agricultural loans. The agree-
ment took into consideration the findings of
the June 30, 1956, Agricultural Loan Sur-
vey, which had been conducted by the Sys-
tem in cooperation with the other two agen-
cies.
These criteria were outlined in a state-
ment designed to guide examiners in the per-
formance of their duties. It contained the
following directions for assessing interme-
diate-term credit extended by banks to
farmers:
No Federal law or regulation prevents commercial
banks from extending credit to farmers on an inter-
mediate-term repayment basis. Like all classes of
loans, each loan of this type should be evaluated on
the basis of its own characteristics—the risk involved,
the character, ability, financial responsibility and rec-
ord of the borrower, value and character of collat-
eral, and the feasibility and probability of its orderly
liquidation in accordance with the repayment plan.
It is the belief of the Federal supervisory agencies
that intermediate-term credit by commercial banks on
a sound and prudent basis contributes greatly to the
growth and strength of American agriculture.
To learn if Federal bank examiners are
abiding by this policy, a few months ago I
reviewed 150 examination reports of banks
selected at random from the Minneapolis
Federal Reserve District. In this sample
there were 50 reports of banks supervised by
each of the Federal supervisory agencies,
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and all States in the District were repre-
sented.
About three-quarters of these banks had
either few or no loans classified as "sub-
standard" by the examiners. Of the banks
that had larger amounts of criticized loans,
several were located in drought areas.
In all 150 reports, not once had an exam-
iner criticized an intermediate-term loan if
the farmer was repaying it on the schedule
that he and the bank had agreed on when the
credit was extended. Apparently bankers are
making intermediate-term farm loans, and
examiners of all three Federal supervisory
agencies, upon appraising them, find them
to be satisfactory loans.
The loans that the examiners did criticize
fell into a definite pattern. These were
usually loans of long standing that had
stayed at almost constant amounts because
the farmer or rancher had never been able
to generate enough income on his farm to
make even gradual repayment.
Another reason for criticism often men-
tioned by examiners was the absence of in-
formation needed for appraisal of the loan.
All too often the banker could not provide
the requested information. Yet, in the final
analysis, it is precisely the same information
a banker needs if he is to service the loan
properly.
A few examples from the reports will
illustrate the kinds of weaknesses that were
the basis for the examiners' criticisms. In
every case, criticism was based not on the
fact that the loan was of intermediate-term
but on other grounds.
Loan 1. A substandard loan with a current balance
of $2,600 originated 3 years ago at $3,000, payable on
demand. The chattels pledged now are the same ma-
chinery and equipment as originally pledged, and no
plan for reduction has been agreed upon with the bor-
rower. The bank's management indicated that a plan
for reducing the loan periodically is to be determined
this fall.
Loan 2. The loan originated April 5, 1960, at
$4,760, payable in 3 years. It was originally secured
by a chattel mortgage on 30 head of dairy cattle and
farm machinery and by assignment of 50 per cent of
milk checks. In October 1962 the loan was $4,460, a
reduction of only $300 in 2Vi years. The borrower
was not living up to his agreement with regard to the
assignment of milk checks, and it was believed that he
had pledged elsewhere the chattels covered by the
mortgage given to the bank. The latest inspection
showed the borrower to have only 20 head of dairy
cattle. Loan classified "doubtful" at $4,460.
Loan 3. This is a substandard loan for about $7,500
to a farmer and sheep rancher secured by a chattel
mortgage on 4 head of cattle, about 290 sheep, crops,
and machinery. A November 1961 statement lists total
assets of $23,000 including 360 acres of unencumbered
real estate and 680 acres in which debtor has an $800
equity. The loan has been increasing since 1958 with
heavy carryovers due to poor crops and only fair
lamb prices. The bank's management is aware of the
marginal aspects of this credit and sought to have it
refinanced by the Farmers Home Administration. That
agency, however, was not interested as it considered
the operation too limited to ever be profitable.
Loan 4. The total line of credit for $5,800 was
classified substandard. This debt includes a real estate
mortgage for $5,120 on a farm valued at $6,950, a
$575 conditional sales contract on a tractor, and chat-
tel mortgage on 20 head of cattle and machinery and
equipment. The borrower has maintained a steady
loan with the bank since 1952, his repayment record
has been poor, and he has failed to increase his net
worth. The bank's management agreed that this bor-
rower was too involved in interests other than farm-
ing to give his farming operations sufficient attention
but expected that ultimately payment would be forth-
coming.
Many of the loans criticized by examiners
were for $2,000 or $3,000, and few were
for more than $7,000 or $8,000. Neverthe-
less, almost all these loans had remained at
about the same amount for years—in a few
cases for as much as 10 years—with little
or no reduction.
These stagnant loans were not offset by
increases in net worth. The borrowers sim-
ply did not have enough income after paying
living expenses to reduce their debts by even
a few hundred dollars annually. Such loans
constitute a real problem. In the 1960 Sam-
ple Survey of Agriculture, it was found that
while three-quarters of the farmers reporting
debt owed less than $10,000, their average
net income from sale of farm products was
about $1,750. The large number of farmers
with low net farm incomes is one of the
major problems of agriculture.
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CONCLUSION
The commercial bankers of the United States
have done a creditable job in serving the
needs of agriculture. However, the needs for
more credit, longer-term credit, and better
credit counseling are steadily increasing. In-
termediate-term credits are complicated, and
some may wonder whether it is worth mak-
ing such loans when there are easier ways to
invest funds. Bankers must find ways to
satisfy the reasonable demands of the re-
sponsible farm businessman for soundly
based intermediate-term credit. For in this
way they not only promote the general well-
being of the nation but can also maintain
their traditional share of farm lending.
The competent farm businessman of to-
morrow has the right to expect that his
banker understands his problems and his
credit needs. Consequently all those con-
cerned about this problem are encouraged
by the progress being made in bringing per-
sons trained in agriculture into the banking
profession.
What is to be the attitude of the bank
examiners toward farm credit in the future?
In my opinion it will change little from their
attitude of the past several years. The spe-
cial survey confirmed my belief that bank
examiners are appraising farm credits in a
realistic manner. The loans criticized by
examiners were primarily advances to op-
erators on farms where there was little hope
of repayment by means other than liquida-
tion of collateral.
Examiners have been using, and will con-
tinue to use, the same criteria in appraising
farm loans as they do for other types of busi-
ness loans. In common with bankers we
shall be especially interested in the man-
agerial capacity of the borrower, his present
and projected earnings, and the size of the
operation in relation to existing economic
conditions. Most important of all, we shall
continue to ask the question that bankers so
often ask their borrowers, "How is this loan
to be repaid?"
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